# 77.210 4712776
Memorandum 76-45

Subject: Study 77,210 - Nomprofit Corporaticue (Definition of
"Pseudo~Foraign" Corporation)

Actached to this Memoranjum 18 & aiaff draft of propossd Section. . .. — ——u
7150_(to be included in Chapter 21-~Foreign Cerporations), which pro-
vides the criteria for determining when a foreign nonprofit corporation
has become so involved in California affairs (sometimes called & "pseudo-
foreign" corporation) chat it shnuld he subject to some of the more
important regulatory provisions of General Nonprofit Corporstion Law.
This Memorandum discusses the regulation of foreign corporations under
prior General Corporation law, the changes made in the new law, the
concept of the "pseudo-foreign” corporation under Pennsylvania and New
York nonprofit corporation law, conflict of laws problems, and the
importsnt policy queations entailed in drafting a similar provision in
Californis General Nonprofit Corporstion Law.

Regulation of Foreign Corporations Under General Corporation Law

Under prior Genaral Corporation Law, domestic corporations were
subject to all of Divieion 1. See Corp. Code §§ 106, 119. Foreign
corporations transacting intrastate busineas in California were subject
to Part 11 of Division 1 {§§ 6200-6804), and & number of other provi-
sfons were specifically made appllicable to foreign corporationn.l The
remainder of Diviaion 1 did not apply ts a foreign corporstion, however,
even 1if all the corporation’s business and shereholders were in Call-
fornis. See Corp. Code §§ 106, 119; Report of the Asseubly Select
Comnittee on the Revision of the Corporationg Code 106 (1975){ herein~

after cited as Report].

o

1. See Com. Code § 5106 (appli-ubility cf Investment Securities Act);
Corp. Code $§ 303 {(ultre vires defense), 1307, 1309, 1511 (criminsl
1liability for fraudulent scts), 2235 (contest of election of direc-
tors), 2413-2415 (immunity of corporstion for certain transfers),
2417 (action for new bond after ioss or lestruction), 3003-3005
{right to inspect corporate racorde), I011-3014 tequest for
special financial statement), 3013=-302Z7 {criminal 1liability for
false report). See genarally H. Ballantine & G. Sterling, Calffornia
Corporation Laws § 388.02, at 721-723 (4th ed. 1975). These pro-
visions have been centinued in substance in the nevw General Corpo-
ration lLaw. See Corp. Code §§ 208, £19-420, 709, 1501, 1600-1603,
2252-2260. The anbetance of former Part 11 of Diviaton 1 is now
found in Chspter zl nf General Torporation Law {(§§ Z100-2116).
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Under the new General Corpoiation Law, toreign corporations which
conduct most of their activities in Californla ("pzeudo—foreign corpo-
rations) are made subject to a number of important regulatory provi-
sions, including provisicus relating to directors (election, removal,
f1lling of certain vacancies, standaru of care, liability for unlawful
digtributions, and indemnification), limitations on corporate distribu-
tions, liability of shareholder who received nnlawfal distribution,
annual shareholders' meering, cumulative voting, reorganizationa, dis~
senters’ rights, Tecsris sad iapuits, and ilghts of irzpection. See
Corp. Code § 2115(b). Thess proviciuns apply to foreign corporations
transacting intrestate tusiness in Californla and to "a foreign parent
corporation even though it does not itself transact intrastate business"
1f both of the following tests ave met: {1) More than half of 1ts
outstanding voting securities are held of record by persons having
addresses in California; (2) the average of the corporation's property,
payroll, and sales factors (the ratios of the corporation's property,
payroll, and sales in Califcrnia tc its total property, payroll and
sales) 1s more than 50 percent during its lateast full taxable year. See
Corp. Code § 2115; Rev. & Tax. Code §§ 25129, 25132, 25134. For a
foreign parent corporatiom, the latter parcentage 1s computed by aggre-
gating the thiree factore for the pavent and all subsidiaries in which
the parent owns mowre thizn half of the voting shares, but deducting from
the factors cf each au:h subsidisvy the percentage of minority ownership
thereof., Corp. Code § 2115{s). Thir Infucmation fa reported annually
by the corporaticn to the Serieiavy of State. Jorp. Code § 2108(a).

Thus, under the new Gemeral Corporation Law, the previsions of
Division 1 apply as follows:

1. To domestic corpsrations. all of Divieizo 1. See Corp. Code
§ 102.

2. To a foreign corporastion transacting intrastate business in
California, Chapter 21 (qualification to transact intrastate business,
agent for service of process, etc.) and those additfional provisions
which are specifically made applicable to forelgn corporations (see Note

1 supra).



3. To a "pseudo-foreign" corporation transacting intrastate buei-
ness in California, Chapter 21, the regulatory provisions specified in
Section 2115(b), and those additional provisions specifically applicable
to foreign corporations (see Hote 1 supra).

4. To a “pseudc-foreign” parent corporation which is not itself
transacting intrastate business, the regulatory provisions specified in
Section 2115¢(b) and, to some extent, those additional provisions speci-
fically applicable to foreign corporations (see Note 1 supra).

The "Pseudo-Foreign' Corpcration Under Penneylvania
and New York Nenprofit Corporation Law

Pennsylvania nonprofit corporation law makes a aumber of important
regulatory provisions applicable to a foreign nonprofit corporation
which satisfies either of the following requirements: (1) 1e "doing
business” in Pennaylvania on the basie of the "most miniamal contacts"
pernitted under the U.S. Constitution and "dexived more than one~hslf of
its revenues for the preceding three fiscal years” from Pennsylvania, or
(2) has "at least a majority"” of its "bona fide members” residing in
Fennsylvania, See Pa. Stat. Ann. tit. 15, § 8145(a)(1972). New York
law contains a similar provision, but casts it in the form of an exewmp~
tion when the corporation has little contact with New York. See K.Y,
Not-for-Profit Corp. Law § 1321 (McKinney 1970). Under the New York
acheme, a foreign corporatinm is exempt from certain regulatory provis=
sions when all of the following tects are met: (1) when its "principal
activities" are conducted outside New York, (2) "the greater part of its
property"” is located outside New York, and (3) if the corporation 1s8 a
"Type A" corporation (support derived from, and non-pecuniary bepefits
flow to, members), "less than one-third of its members” are residents of
New York; if "Type B" fcharitable), "less than ten per cent of 1ts
annual revenues is derived from solicitation of funds" in New York; 1if
"Type C" (nonprofit corporation conducting a "business'), "less then
one-half of its revenues for the preceding three fiscal vears' was

derived from New York sources. Id.

Conflict of Laws Problems

The California courts may exercise jurisdiction over a foreign
corporation if it has sufficlent contacts with California to make 1t
reasonable to require the corporation to defend the Californias suit, 1

-3



H, Ballantine & G. Sterling, California Corporation Laws § 395.02, at
745,20-745.27 (4th ed. 1975). Traditionally the courtes have declined to

exercise their contitutional power over foreign corporations when to do

80 would involve interfering with "internal management and administra-
tion" of the corporation. Id. § 388.03, at 723. Under the new General
Corporation Law, however, a "pseudo-foreign’ corporation is subject to
provisions which to some extent regulate its internal affairs "to the
exclusion of the law of the jurisdiction in which it is incorporated.”
See Corp. Code § 2115(b).

The extent to which choice of law rules may be constitutionally
compelled has been the subject of extensive commentary. See, &.fi4
Cheatham, Federal Control of Conflict of Laws, 6 Vand., L. Rev. 581
(1953); A. Ebrenzweig, A Treatise on the Conflict of Lawe § 9, at 28-33
(1962). The full faith and credit clause of the United States Conetitu~
tion and its implementing legislation both literally apply to sister-

state lawvs as well as to judgments. See U.S, Const., Art, IV, § 1; 28
U.S.C. § 1738. The U.S. Supreme Court, however, has applied the full
faith and credit clause to sister-state laws only sporadically. Beb A,
FEhrenzwelg, supra,

In the context of corporation law, the U.S. Supreme Court held im
1946, by a five to four split decision, that, in a suit for death bene~
fits brought in South Dakota against a fraternal benefit soclety inmcor-
porated in Ohio, the full faith and credit clause required the South
Dakota courts to apply the statute of limitations of the state of ingor-
poration (Ohio). See Order of United Commercial Travelers of America v.
Wolfe, 331 U.S. 586 (1946). This case has been called "the most serious
blow against the local state.” Latty, Pseudo-Foreign Corporations, 65
Yale L.J. 137, 164 (1955). The case has been much criticized (id, at
164 n.124), has "not enjoyed much authority" (A. Ehrenzwelg, supra § 9,
at 30 n.17), and has not been extended beyond fraternal benefit soci-
eties (Cheatham, supra at 596). Indeed, the "strength of the fraternal
benefit society line of cases may not be very great today.”" Rease &
Kaufman, The Law Governing Corporate Affairs: Choice of Law and the
Impact of Full Faith and Credit, 58 Colum., L. Rev, 1118, 1131 n.53
{1958).




None of the full faith and credit cases of the U.S, Supreme Court
has involved a pseudo-foreign corporation, and it has been said that {t
would be "rather shocking" if the principle of the Wolfe case were
applied to such a corporation. Latty, supra at 164. In Western Alx
Lines, Inc. v, Sobleski, 191 Cal. App.2d 399, 12 Cal. Rptr. 719 (1961),
the court approved the finding of the Commissioner of Corporations that,
although Western Air Lines was incorporated in Delaware, it had suffi-
ciently extensive contacts with California to be properly claseed as a
pseudo-foreign corporation. The court thus concluded that the Califor-
nia Corporate Securities Law (Corp. Code §§ 25000-25804) could be ap~
plied to the corporation so as to preserve the shareholders' cumulative
voting rights. The court rejected the contention that the Wolfe case
required a finding that the Commissioner of Corporations had exceeded
his jurisdiction, noting that the fraternal benefit cases appear to be
“unique.” 191 Cal. App.2d at 410, 12 Cal, Rptr. at 726.

Thus it appears that California may validly apply its law to a
pseudo-foreign corporation to the exclusion of the law of the stste of
incorporation. See Latty, supra at 164-166; Sobieski, State Blue Sky
Jyrisdiction Over Foreign Corporations, 14 Hastings L.J. 75, 8l1-82
(1962). Local corporation law should not be applied "in bulk” te the
pseudo-fereign corporation, however, but only those features of logal
law should be applied which reflect strong public policy proteative ef
local residents. Latty, supra at 172,

Application of the law of the forum state to the exclusion of the
lay of the state of incorporation raises "the possibility of an iwmpasse
when the courts of the local state make a requirement directly opposed
to one made by the other atate.” Latty, supra at 141. This procblem may

well be minimized, however, by courts of the state of incorporation
deferring to the courts of the state where a pseudo-foreign corporation
has most of its contacts. For example, while the Western Air Lines
1itigation was pending in the California courts, the Delaware Changery
Court declined to compel an election of directors under Delaware law.
See In re Western Airlines, Inmc., 37 Del. Ch. 267, 140 A.2d 777 (1938),
And even if the possibility of impasse cannot be eliminated, this does
not justify "complete exclusion of local law despite the local chsractet
of the enterprise;" the "United States Supreme Court hse the role of
determining which court, or which law, must give way.” Latty, supra at
141.
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Policy Questions in Drafting California Statute

1. Which factors should be used to measure the corporation's

contace with California?
The wvarious factors used in California business corporation law,

and in Pennsylvania and New York nonprofit corporation law, are the
folldwing: (1) "revenues" (Penna. and New York); (2) residence of
shareholders or members (Calif., Penna., and New York); (3) "principal
activities" (New York); (4) "property" (Calif. and Hew York); (5) "pay~
roll" {Calif.); and (6) “gales” (Calif.). The "property," "payroll,"
and "sales" factors of California business corporation law would be
satisfactory for foreign nonprofit corporations required to file a tax
return, but not for the remainder. The staff draft employs the revenue
and residence teats of the Pennsylvanié statute,

2, Should the tests ba alternative or cumulative?

In Pennsylvania, the additional regulstion is imposed 1f the corpo-
ration satisfies either the revenue test or the resideace~of-menbers
test, Similarly, in ilew York the additional pegulation is imposed if
the coipogotion fails to meet any one of the three criteria for exemp~
tion, Caiiforuisrcuneral Covporgtion Law {mposes the additional reguls-
tion, howﬁver, only 1f both criteria are satisfied (property-payroll-
sales, éﬁd residence of shareholders). The staff draft follows the
General Corporation Law in this respect, and requires that both the
revénuh and reaidence tests be met before the additional regulation ia
imposed. '

' 3. Should proposed Section 7150 include a foreign parent corporation
where it does not, but its aubsidiary dges, conduet intrastate acgivities
in California? o

The staff draft of proposed Section 7150 does not contain & provi-'
sion comparable to the provision of Section 2115 of General Corporationm
Law yhich makes the latter section applicable to "a foreign parent
corporation even though it does not itself transact intrastate businees"
if both of the following conditions are met:

(1) The average of the property, payroll, and saleas factors for the
latest full taxable year is more than 50 percent, computed by aggregs-
ting these factors for the parent and all subsidiaries in which the
parent owna more than half of the voting shares, but deducting from the
factor of sach such subasidiary the percentage of minority ownership

thareof.



(2) More than one-half of the voting securities of the parent are
held of record by perscns having addresses in California.

Thus a foreign parent corporation having a majority of its voting
securities held by Californians could be brought within the scope of
Section 2115 by the Involvement of its subsidiary in California commerce,
even though the parent had no property, payroll, or sales of its own in
California. This may go beyond constitutional limits, since jurisdic-
tion over a subsidiary corporation 'does not of itself" confer jurisdic-
tion over the parent, even when the parent owns all of the subsidiary's
stock. Watson's Quality Turkey Products, Inc, v. Superior Court, 37
Cal. App.3d 360, 364, 112 Cal. Rptr. 345, 348 (1974); Judicial Council
Comngpc to Code Civ, Proc. § 410.10. Similarly, the mere residence in

cyg-if;te of shareholders will not support jurisdiction over the foreign
Lts J%tion absent a showing that the corporation is the alter ego of
the shareholders. See Sheard v. Superior Court, 40 Cal. App.3d 207,
210, 114 Cal. Rptr. 743, 745 (1974)(question involved was whether juris-
diction over the corporation would support jurisdiction over the share-

holders).

The question of whether to regulate 3 foreign parent nonprofit
corporation which controls its subsidiary by holding memberships repre-
senting a majority of the voting power appears academic since that
situation would seem to occur only rarely. However, under General
Corporaticon Law, the parent may control the subsidiary either "directly
or indirectly'" (Corp. Code § 175), so long as it has '"the power to
direct or cause the direction of the management and policies™ of the
subsidiary (Corp. Code § 160). If "parent” is similarly defined in
General Nenprofit Corporation Law, a national organization having a
"subordinate body" incorporated in California (see Corp. Code § 9203)
could so control the latter that it would come within the statutory
definition of a 'parent."”

If the Commiseion is of the view that the definition of a "pseudo-
foreign" nonprofit corporation should include a foreign parent nonprofit
corporation, that could be accomplished by adding the following section:
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§ 7151. Application of article to foreilgn parent nonprofit
corporation

7151. A foreign parent nonprofit corporation i1s subject to
this article, whether or not such corporation itself conducts
intrastate activities, 1f all of the following conditions are
satisfied:

(a) Jurisdiction may be exercised over such corporatign as
provided in Section 410.10 of the Code of Civil Procedure,

(b) Either (1) the foreign parent nonprofit corporation de-
rived more than one-half of its revenues during the latest full
calendar year, or such portion thereof as the foreign parent non-
profit corporation was in existence, from sources within this
state, or (2) the foreign parent nonprofit corporation and all of
its subsidiaries derived more than one~half of their combined
revenues {(excluding transactions between parent and subsidiary or
between subsidiaries) during the latest full calendar year, or such
portion thereof as at least one of such corporations was in exist-
ence, from sources within this state.

{¢) More than one-half of the bona fide members of the foreign
parent nonprofit corporation are residents of thie state.

Respectfully submitted,

Robert J. Murphy III
Legal Counsel

Section 410,10 of the Code of Civil Procedure provides: "A court
of this state may exercise jurisdiction on any basis not inconsist-
ent with the Constitution of this state or of the United States.”



Article 5, Pseudo-Foreign Nonprofit Corporations

§ 7150. Application of article

7150. A forelgn nonprofit corporation (other than a foreign
nonprofit association) is subject to this article if both of the fol-
lowing conditions are satisfied:

(a) The foreign nonprofit corporation derived more than one-half of
its revenues during the latest full calendar year, or such portion
thereof as the foreign nonprofit corporation was in existence, from
sources within this state.

(b) More than one-half of the bona fide members of the foreign
nenprofit corporation are vesidents of this state.

Comment., Section 7150 establishes the criteria for application of
this article to a nonprofit corporation which, though incorporated
outside California, "exercises most of its corporate vitality within

this state." Western Air Lines, Inc. v. Sobieski, 191 Cal. App.2d 399,
412, 12 Cal. Rptr. 719, 727 (1961). Such corporations are known as

"pseudo-foreign" nonprofit corporations. See id. For a comparable
provision in General Corporation Law, see Sectiom 2115(a).

Pursuant to Sectlon [2100 of General Corporation Law], the applica-
tion of this section is limited to foreign nonprofit corporations con-
ducting intrastate activities in California. [If the foreign nonprofit
1s not conducting intrastate activities in California, it will nonethe~
less be subject to this article 1f it 1s a foreign parent nonprofit
corporation which meets the criterlia of Section 7151.]}

Note. The question of whether the language in parentheses ('other
than a foreign nonprofit association") should be retained should be
reexamined after the definitional section comparable to Section 171

("foreign corporation" includes a foreign association unless otherwlae
stated) has been drafted.



